WRENCHING CHANGES IN STORE

HOW AFFORDABLE
A STRONG DEFENSE?

The Industrial Base Is a Key

efense is one government program
that has accomplished its speci-
fied objectives. It has protected
the United States from foreign
aggressors and largely s responsible
for the demise of our chief enemy, the
former LISSR. This success has
brought substantial rewards includ-
ing, especially, a greatly diminished
strategic nuclear threat and the abil-
ity to reallocate public resources to
meet other pressing needs.

Ironically, although the success
achieved by our strong defense has
benefited the public at large, substan-
tial penalties have been thrust upon
those responsible. They include DOD
and Service civilians and members of
the military, contractor employees,
and investors. These penalties are
unemplovment and underemploy-
ment; the devaluation of real prop-
erty, capital assets, and corporate
value; and a diminished defense in-
dustrial base.

Few would argue against continu-
ing to maintain a strong, if differently
configured, national defense. One re-
ality is that the future of the LS.
defense establishment will be driven
more by relative budget scarcities than
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any other factor, Therefore, it is im-
portant to have sound bases for mak-
ing cost/utility trade-offs. Cost analy-
sis must play a major role in this
process. However, since environmen-
tal conditions driving cost will be al-
tered dramatically, tried and true ana-
lvtical tools will require major revision.
Abrief assessment of how the defense
industrial base will evolve is made
before examining the task confront-
ing the cost-analysis community.

Factors Shaping the Defense
Industrial Base

Budget scarcities will require firms
to supply the defense establishment
and customers within the defense es-
tablishment to adapt. Dramatic
changes already are taking place
within the defense industry. Consider
some acquisitions and spinoffs that
have occurred during the past few
years as shown below:

—Hughes Aircraft Corporation
acquired General Dynamics (GDY)
missiles and merged both
operations into the Hughes Tucson
plant.

—Lockheed acquired GD aircrait
facilities and with them GD's share
of the F-22 and remaining F-16
production.

—Martin Marietta bought GD's space
business and General Electric's
defense operations.

—Honeywell spun off its defense
operations as Alliant Tech Systems.

—The LTV defense businesses were
sold to several contractors.
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These major consolidations have
resulted, and will continue to result.
in jettisoning of over capacity and in
creating fewer but stronger competing
firms.

The reality of a shrinking market
has been felt within defense firms,
also. For example, fewer new busi-
ness opportunities and fewer firms
competing for them means a dramatic
reduction in engineering, technical
and support personnel required for
research and development and pro-
posal preparation. Furthermore, since
many of these personnel have been
carried traditionally as direct support
by ongeing production programs be-
tween new business opportunities,
their loss will mean a change in the
cost structure of many programs.

Although most large firms have
responded to the necessity of
downsizing, few have understood fully
what must become the maxim of the
future: It is not wuseful to do something
better if it shouwld not be dore at all, In
an article published in CALS Journal,
Spring 1993, Paul Strassmann said
that in the 1970 Xerox discovered:

..even with an assumption of
zero manufacturing costs our
delivered product cost was
greater than our competitors’
prices. Even a disregard of
manufacturing costs would not
have helped Xerox because the
transaction costs for marketing,
accounting, promotion, and
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what some of vou call bureau-
cracy, was greater than what
the competitor was able to
achieve... From this 1 leamed
the issue of productivity revolves
first around the necessity to
streamline business processes.

Thus, a further shakeout of the
defense industry is inevitable as firms
begin to reengineer themselves, rather
than simply pruning deadwood.

Clearly, the potential for long-term
cost savings exists within the defense
industry; however, many short- to mid-
term factors will mitigate against them.
Persennel costs may respond eventu-
ally to a shrinking demand and de-
crease, but immediate costs will in-
crease because of: higher average
wages as more senior employees are
retained, severance pay for laid-off
workers, higher unemployment taxes,
and relocation expenses for trans-
ferred employees. Facilities and other
capital costs for underutilized assets
may remain until leases have expired
or amortization is complete. Environ-
mental cleanup <osts may become a
more important cost element in the
future as defense sites are converted
to other uses.

Severe Budget Reductions
Mot Scalable

Apparently. the long-term impact
of declining budgets is not fully
appreciated within DOD and the
Services. Severe budget reductions
are not scalable. Specifically, the
proportion of the defense budget re-
quired for operations and support will
grow dramatically as fewer replace-
ment systems are purchased and ret-
rofits and upgrades become maore
prominent, This, in turn, will force
wrenching decisions about program
cancellations and production slow-
downs,

“Saving” some programs will esca-
late the costs of others dramatically
as reduced business bases will in-
crease overhead costs, and lower pro-
duction rates will increase direct costs.

Program Manoger

Combined, these factors will cause
the unit costs of defense matériel 1o
increase dramatically. Thus, just as
contractors must reengineer their
operations to survive, DOD must
reengineer theirs to defend our
nation.

Reengineering within DOD must
be comprehensive and driven by as-
tute and apgressive management be-
cause there are no market forces o
propel it. The first step must be to
address openly the government’s en-
during fiction that it does not have an
industrial policy. Obviously, having
voluminous regulations prescribing
how items are to be purchased, manu-
factured, tested, inspected, docu-
mented and delivered: underwriting
the proposal and research and devel-
opment (R&D) expenses of existing
suppliers; determining tax liabilities;
and providing plant and capital as-
sets (e.g., GOCO) constitutes an in-
dustrial policy. This policy is manifest
in that virtually no large prime con-
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tractor has combined its commercial
and defense operations.

The DOD must now confront fu-
ture realities: most technical innova-
tion will come from commercial en-
terprises; buying practices must be
altered greatly to eliminate nonvalue
added procedures; we can no longer
afford the luxury of an unnecessarily
large base of weapon-system platform
manufacturers. The implications of
these issues are profound.

Ii future innovations from com-
mercial enterprises are 1o be applied
to defense projects, there must be a
way to give these businesses an in-
centive to participate on defense
projects. Instead, independent re-
search and development and bid and
proposal allowances for suppliers act
as a barrier by subsidizing their par-
ticipation while requiring newcomers
to invest their own capital. This must
change for at least some sectors of the
defense market.

As commercial procurement and
foreign cooperation become more
prevalent in multiplying and exploit-
ing research and development expen-
ditures, burdensome procurement
regulations, the primary outcome of
which has been the creation of large
government and contractor burgau-
cracies, will become unaccepiable.
Additionally, it has become abvious
that the government is unable to adapt
and deal with nontraditional (i.e..
neither completely off-the-shelf nor
developmental) items.

A recent joint-Service program
showed government's inability to de-
fine a procurement strategy that would
provide an appropriate testing level
for a manufacturing development
item. Specifically, there was a quan-
dary overwhether it should be treated
as an off-the-shelf buy or as a new
development program. The correct
answer was in between; but, by fol-
lowing CYA guidelines it was treated
as a new development, which sub-
stantially increased cost.
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Several contractors for each tyvpe
of weapon system platform have been
established by spreading contracts
based upon which firms had slowed
production on existing programs. This
has been supported by studies and
refuted by government authorities.
However, we no longer ¢can afford the
luxury of excess plant capacity and
redundant engineering talent when
new future programs will be sparse.
Thus, an assessment of the costs and
benefits of funding so many redun-
dant capabilities Is necessary. The
flip side is ensuring adequate support
of critical defense needs.

Either the defense establishment
must enter a new era of efficiency and
management in a time of scarcity, or
our national security will be serioushy
compromised. However, making
sound decisions to achieve a strong
national defense during a period of
severe budget constraints will require
credible estimates of the costs of al-
ternative policies and strategies.

What Cost Analysts
Must Do

Parametric methods have been the
cornerstone of cost analysis since its
inception. They support the estima-
tion of future systems or functions by
finding correlation ameng varlous fac-
tors and costs. Such factors usually
have included measures for technol-
oy, physical dimensions and pro-
duction size.

Using parametric methods (supple-
menting them occasionally with analo-
gies, engineering buildups, and ex-
pert judgment, as required) cost
analysts have served theirclients well.
In the future, cost analysts will be
seriously challenged by changes in
the composition of the data upon
which they rely as their estimates
bases. In addition. their clients will
include more senior managers.

Important to remember is that im-
plicit assumption about data used to
derive cost-estimating relalionships
procedures for producing a product or
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performing a task are either consis-
tent over time or evolving in a way
that is parallel to technological
change. In other words, consistency
in procedures, methods and ongani-
zation has allowed cost analysts to
ignore them when making estimates.
But, if an organization realizes, as
Kerox did yvears ago, that it must radi-
cally change many facets of its opera-
tion, ocrganization, procedures and
methods, much previous data will
become misleading as the bases for
2stimates.

Thus, cost analysts must make a
greater effort to determine and under-
stand the detailed content of their
data. By doing so, they will be able to
make necessary heuristic adjust-
menis. The attention to detail neces-
sary to arrive at reliable and valid cost
estimates is exemplified by problems
encountered when attempting to as-
sess the effect of varied production
rates on cost.

Assessing the effect of production
rate changes on cost has long been a
perplexing problem for cost analysts,
Few doubt that increasing production
up to the planned rate would lower
unit cost. This is because available
capital and labor (direct and indirect)
would be utillzed fully, Similarly, pro-
ducing at a lower rate than planned
would hinder efficiency, thereby in-
creasing cosk® However, numerous
studies have failed to demonstrate
this effect convincingly, since only
gross measures have been considered,
Such measures are subject to many
offsetting distortions, and discerning
important factors within them is tan-
tamount to “unscrambling the eggs.”

For example, quantity acts as a
proxy variable for rate effects as well
as the multitude of other factors that
drive cost. In particular, rate is a func-
tHon of plant capacity and output.
Muost rate effects are spread across all
products in a plant during a given
lime period. Thus. a decrease in pro-
duction rate for one ltem produced in
a process-oriented plant may be com-
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pensated for by an increase for an-
other with no decline in efficiency
(i.e., increase in cost). Cost analysts
must think about the “bigger picture”
at a lower level of detail for many
other issues as well to develop useful
future estimates. Several variables in
addition to the traditional weight,
quantity and cost must be considered
when making estimates.

It is unlikely that cost analysts can
incorporate the additional consider-
ations at their leisure as top manage-
ment [(government and contractor)
must base critical decisions on as-
sessment of theircostimplications. Al
an ISPA Workshop in Los Angeles,
Calif.. during February 1993, about
50 cost analysts who worked for de-
fense firms were asked if they pro-
vided their senior managers with:

—Estimates of the effects of budget
reductions on direct and/or indirect
costs

—Analysis of cost implications of al-
ternative business srrategies (e.g.,
acquisitions, mergers, consolida-
tions)

—Estimates of a competitor's cost or
price.

Fewer than 10 percent answered
affirmatively to any of these, which
indicates the inadequate jobcost ana-
lysts, asa group, have done to expand
their turf and market their capabili-
ties. That must change in an environ-
ment driven by budget scarcity.

Conclusion

More wrenching changes are in
store for the defense community. Ei-
ther new policies will be established
enabling us to accomplish more for
less by reengineering a bloated and
inefficient establishment. or national
security will suffer. [feffective changes
are to be made, they must be guided
by sound cost analyses.

*Higher-than-planned rates wouldin-
crease cost also, but rarely has this
been a problem because of overly
optimistic defense planning.
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(DAL journal, Acguri:

tion Review Quarterly (ARQ). Is now available. It

was malled automatically to all Program Manager subscribers and
some 13,000 senior members of the Acquisition Corps whose names and
addresses were provided by the Military Services, The Spring issue also will be

mailed to both lists.

The Defense Systems Management College Press publishes the ARQ for the

DAL

Sending unsolicited subscriptions (complimentary ¢opies) cannot con-
tinue indefinitely, as the ARQ and Program Manager ultimately must maintain

separate circulations (subscribers)

Subscribing to the ARQ

Government employees may sub-
sctibe to the ARQ by submitting a
written reguest, using the insert card
or letter, to

Editor, Acquisition Review Qua
Defense Acquisition Liniversity
2001 N, Beauregard S1.
Alexandria, VA 22311

terly

The DAL is negotiating with the
LL.5. Government Printing Office for
their handling of paid subscriptions
for nongovernment subscribers. The
next Issue of the ARQ and Program
Manager will publish this informa-
tion

Subscribing to Program Manager

Acguisition Corps readers not on
the regular Program Manager sub-
scription list but recelving compli-
mentary copies may subscribe by sub-
mitting a written request, using the
insert card or letter, to:

ATTH DSMC PRESS

9820 BELVOIR ROAD
SUITE G388

FT BELVOIR VA 22060-5565

For additional ARQ information, contact Wilbur lones, Managing Editor, at
(703) 805-2525 ([DSK &55-2525), or Robert Ball, Editor, at (703) 805-2892/

3056 (DSN 635-2892/3056). For Program Manager information, contact
Esther Farria, Editor, or Carrie Simpson, Editoral Assistant, at (703} B05-
2892/3056 (DSN 655-2892/3056). Fax for both perinodicals is (703) 803-3709
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